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ACCJ Viewpoint

Recommendation
The American Chamber of Commerce in Japan
(ACCJ) calls on the Government of Japan (GOJ) to:

A)  continually re-evaluate and seek to improve
its mechanisms for promptly treating the
causes of life insurance company failure
through ensuring accurate and timely
disclosure and early intervention procedures
by the Financial Services Agency (FSA);

B) reform the Life Insurance Policyholders
Protection Corporation (PPC) from a pre-
funded to a post-funded system to ensure
that the PPC is used as a last resort, which
would benefit consumers through lower
costs and increased efficiency; and

C) lower the PPC contribution amount in
light of improved mechanisms that have
reduced the frequency and size of insurance
company failures; the contribution amount
should be conducive to stakeholder benefit,
including to policyholders and shareholders.

If an immediate shift to a post-funded system

is not feasible, the ACCJ urges the GOJ to
carefully consider interim measures, including,
for example, establishment of a collateral

system that would permit insurance companies
to “fund” the PPC by setting aside on their
respective balance sheets collateral in the form of
government bonds and other assets.

Unfortunately, in light of the then-unfolding
financial crisis, debate about moving to a post-
funded system was not held (at the Financial
System Council or elsewhere) before the current
system was extended for three years beginning
April 2009. And there have been no deliberations
on reforming the PPC since then. With only
limited time remaining before the current PPC
measures expire in March 2012, the GOJ should
promptly begin deliberations to ensure that a
low-cost and efficient safety net system is fully in
place by then.

The ACCJ requests that all interested parties,
including the insurance industry (both domestic
and foreign-owned), are provided meaningful
opportunities to be informed of, comment on, and
exchange views on proposed measures related

to the PPC prior to their implementation and/or
submission to the Diet. These opportunities must
include actively contributing to the deliberations
on reforming the PPC, including any deliberations
undertaken by advisory groups.
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Issues

Of the eight life insurance company failures
between 1997 and 2008 in Japan, the first

four required an enormous amount of support
from the PPC because these companies had
already run up very large deficits by the time
an “official” failure occurred. In the next three
failures (between October 2000 and March
2001), however, although there were again large
deficits, reorganization plans were put together
that did not require tapping into the PPC. The
ACC]J recognizes that these developments
represented substantial progress toward earlier
identification and treatment of problems, and
urges the GOJ to continue in this direction as it
conducts a thorough review of its life insurance
safety net system.

The most recent failure occurred in October
2008. Amid the financial crisis and rapidly
declining stock prices, Yamato Life’s valuation
losses on its securities holdings sharply widened,
forcing it to file for bankruptcy protection.
Reorganization proceedings uncovered a shortfall
of approximately ¥64 billion, and the PPC was
tapped to cover ¥27.8 billion of that total. This
marked the first time that PPC funds provided
funding to bailout a failed life insurer since
August 2000.

Policyholder protection is best achieved by having
a financially secure insurance industry. The
purpose of the PPC is to provide protection and
support for policyholders in the event that the
underwriting company fails, thereby helping to
preserve consumers’ confidence in the insurance
industry overall. Consequently, the first priority
should be to treat the causes of failure early

and reduce the likelihood that failures will occur
through accurate and timely disclosures and early
intervention by the FSA. Further, to ensure that
the PPC is used only as a last resort, the PPC
should shift from a pre-funded to a post-funded
system.

A. Continually Re-evaluate and Seek to
Improve the Mechanisms for Promptly
Treating the Causes of Failure Through
Such Measures as Accurate and Timely
Disclosure and Further Enhancing Early
Intervention Procedures by the FSA

Under the current, pre-funded PPC system,

managers of a financially struggling insurance

company may increase their risk-taking behavior,
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relying on the PPC to bail them out of financial
trouble. Such management-related moral hazards
can be reduced by accurate and timely disclosure
and early intervention by the FSA. Without early
intervention by the FSA, financial problems are
likely to increase, lead to failure, and ultimately
enlarge policyholder losses. In addition, the FSA
should require that information be disclosed
accurately and in a timely manner to enable an
informed public decision on company strength.
Public and independent scrutiny strengthens
accountability. These measures can prevent
managers of a struggling insurance company
from disposing of “good” assets to meet
payments for departing policies or to take higher
risks, relying on the PPC to pick up the pieces.

The ACCJ recognizes that the FSA has a good
track record of pursuing restructuring while
there is still value in the company through
offsite monitoring and early warning measures.
Considering that insurance companies are
diversifying their products and using multiple
distribution channels, the ACCJ urges the FSA
to continually evaluate and seek to improve its
mechanisms for promptly treating the causes of
failures by such measures as requiring accurate
and timely disclosure of information and further
enhancing solvency margin calculations and
company risk management.

B. Reform the PPC from a Pre-funded to a
Post-funded System

The Japanese life insurance industry is
structurally different than other major markets
in that there are a small number of companies
accounting for a significant portion of overall
assets (as of March 2011, the top five companies
accounted for approximately 72% of assets)
and only 45 companies in the industry overall.
Given the size and concentration of the industry,
it is likely that future failures would be quite
large, making it difficult, if not impossible, to
adequately pre-fund the PPC.

The very nature of the life insurance business
means that large sums of money are not
needed immediately when a failure occurs.
Some money is necessary to pay claims in the
short term and perhaps stabilize the company’s
liquidity situation, but many, if not most, of the
obligations will be long term. Therefore, a large
pool of money is often not needed up front,
and post-funding system can promptly collect
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sufficient policyholder protection funds when
necessary.

One of the chief merits of a post-funded system
is that it reduces moral hazards by placing

a higher burden on appropriate officials to
explain why the funds are needed and how the
funds will be used, which engenders creativity
and innovation in crafting a plan to protect
policyholders and maximize the value of the
failed company’s assets. Where there is no large
pool of (pre-funded) money, those officials have
an incentive to use their ingenuity to reduce or
even eliminate the cost to other companies of
covering the obligations of the failed insurer. The
benefits of a reduction or elimination of the costs
to the industry to pre-fund the current system

could then be ultimately passed on to consumers.

Japan’s own experience demonstrates the
effectiveness of having no large pool of money to
draw upon. During the restructurings of Chiyoda,
Kyoei, and Tokyo life companies in late 2000

and early 2001, the PPC contained only a small
amount of funds (approximately ¥22 billion),
after having been tapped for large bailouts
several times from 1997 to 2000. As noted
above, however, although these failures also had
large deficits, innovative reorganization plans
were put together that did not require tapping
into the PPC.

Post-funded schemes are also more efficient,
permitting a resolution and a level of support
that are tailored to the insurance failure at hand,
while providing the same amount of protection
to policyholders as a pre-funded system. That
efficiency also lowers costs which can be passed
on to policyholders.

The U.S. guaranty system is a good example

of a highly-successful and well-regarded post-
funded system. All 50 U.S. states (as well as
the District of Columbia and Puerto Rico) have
adopted a post-funding mechanism, providing
protection to more than 2.3 million policyholders
and guaranteeing $21.2 billion in coverage
benefits since 1983. During that period, the cost
to industry was just $5.2 billion.

In sum, the ACCJ believes that adopting a post-
funded life insurance safety net system would
benefit all stakeholders, including policyholders.
A post-funded system would further highlight the
importance of solvency monitoring, prompting
the government to intervene in failing companies
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earlier, before the gap between assets and
liabilities grows overly large. Officials would

also be better focused on providing alternative
solutions, ensuring that the PPC is used only as a
measure of last resort.

If an immediate shift to a post-funded system is
not feasible, the ACCJ urges the GOJ to consider
interim measures designed to meet the main goal
of the current pre-funded system (i.e., secure in
advance the funds necessary to provide financial
support for policyholders in the event of a life
insurance company failure). One such measure
would be implementation of a collateral system to
permit insurance companies to “fund” the PPC by
setting aside on their respective balance sheets
collateral in the form of government bonds and
other assets. Another option would be to require
life insurance companies to maintain internal
reserves equivalent to the amount they would
otherwise pay to the PPC.

C. Lower the PPC Contribution Amount in
Light of Mechanisms that have Reduced
the Frequency and Size of Insurance
Company Failures

The PPC was established in December 1998,

yet life insurance companies continue to make
significant financial contributions to the system
based on the environment of 15 years ago.
During this time, improvements to the FSA’s
offsite monitoring and early warning measures,
expansion of the standard reserve requirements,
chief actuary opinion letters, and other
mechanisms have reduced the frequency and
size of insurance company failures. Ultimately,
however, policyholders of healthy life insurance
companies bear the costs of the PPC system. As
such, reduction of the PPC contribution amount
in light of the new environment would benefit all
stakeholders, including policy and shareholders.
In addition to the addressing the PPC funding
mechanism described above, the ACCJ urges the
GOJ to reconsider and lower the PPC contribution
amount.
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